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accounting. Most staff members hold Certified Public Accountant (CPA) certificates.
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agency audit report is not intended to comply with these requirements and is therefore not intended for
distribution to federal grantor agencies. The Legidative Audit Division issues a statewide biennial Single
Audit Report which complies with the above reporting requirements. The Single Audit Report for the
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October 2005

The Legidative Audit Committee
of the Montana State L egidlature:

Thisisour report on the Financial audit of the Montana State Fund, a component unit of the State of Montana,
for the fiscal year ended June 30, 2005. The objectives of this audit include determining if the financial
statements for fiscal year 2004-05, with comparative financial amounts for fiscal year 2003-04, present fairly
the Montana State Fund's financial position at June 30 for each fiscal year and the results of its operations for
the fiscal yearsthen ended. We also tested compliance with laws that have a direct and material effect on the
financial statements.

We made no recommendations to Montana State Fund in the current or prior audit report. On page A-1, you
will find the Independent Auditor's Report followed by the Management’ s Discussion and Analysis, the
financial statements and accompanying notes. The Management’ s Discussion and Analysisis supplementary
information required by the Governmental Accounting Standards Board. As disclosed in the Independent
Auditor’s Report, we did not audit the information and express no opinion on it. We issued an unqualified
opinion on the financial statements, which means the reader can rely on the information presented.

Montana State Fund is aworkers' compensation insurance company established by the state of Montana. Itis
anonprofit, quasi-public entity that provides Montana employers with an option for workers compensation
and occupational disease insurance. Montana State Fund is governed by a seven-member board of directors
appointed by the governor. State law separates funding sources for claimsincurred before July 1, 1990 (Old
Fund) and those incurred on or after July 1, 1990 (New Fund).

Montana State Fund management must set premium rates at amounts sufficient, when invested, to carry the
estimated cost of all claims to maturity, to meet the reasonable expenses of conducting the business of the
New Fund, and to maintain an excess of surplus over the amount produced by the National Association of
Insurance Commissioners' risk-based capital requirementsfor a casualty insurer. The Old Fund costs are
currently funded by investment earnings. The investments of the Montana State Fund are managed by the
Montana Board of Investments and invested according to policies established in law.

Montana State Fund' s response to our audit is on page B-1. We thank the Montana State Fund
staff for their cooperation and assistance during the audit.

Respectfully submitted,
/9 Scott A. Seacat

Scott A. Seacat
Legidative Auditor

Room 160, State Capitol Building PO Box 201705 Helena, MT 59620-1705
Phone (406) 444-3122 FAX (406) 444-9784 E-Mail lad@mt.gov
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contact:
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LEGISLATIVE AUDIT DIVISION

Scott A. Seacat, Legidative Auditor
John W. Northey, Legal Counsel

Deputy Legidative Auditors:

Jim Pellegrini, Performance Audit

Tori Hunthausen, IS Audit & Operations
James Gillett, Financial-Compliance Audit

INDEPENDENT AUDITOR'S REPORT

The Legislative Audit Committee
of the Montana State L egidlature:

We have audited the accompanying Statements of Net Assets, New Fund and Old Fund, of the Montana
State Fund, a component unit of the state of Montana, as of June 30, 2005 and 2004, and the related
Statements of Revenues, Expenses, and Changes in Fund Net Assets, New Fund and Old Fund, and the
Statements of Cash Flows, New Fund and Old Fund, for the fiscal yearsthen ended. The information
contained in these financial statementsis the responsibility of the Montana State Fund's management. Our
responsibility is to express an opinion on these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonabl e assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on atest
basis, evidence supporting the amounts and disclosuresin the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, aswell as
evaluating the overall financial statement presentation. We bdieve that our audit provides areasonable
basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of the Montana State Fund as of June 30, 2005 and 2004, and the results of its operations and its
cash flows for the fiscal years then ended in conformity with accounting principles generally accepted in the
United States of America.

The accompanying Management’ s Discussion and Analysisis not arequired part of the financial statements
but is supplementary information required by the Governmental Accounting Standards Board. We have
applied certain limited procedures, which consisted principally of inquiries of management regarding the
methods of measurement and presentation of the required supplementary information. However, we did not
audit the information and express no opinion on it.

Respectfully submitted,
/9 James Gillett

James Gillett, CPA
October 5, 2005 Deputy Legidative Auditor

Room 160, State Capitol Building PO Box 201705 Helena, MT 59620-1705 Page A-1
Phone (406) 444-3122 FAX (406) 444-9784 E-Mail lad@mt.gov
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Montana State Fund’s
M anagement Discussion and Analysis,
Financial Statements and Notes




Montana State Fund
(A Component Unit of the State of Montana)
Management Discussionand Analysis
June 30,2005 and 2004

Description of Business

The Montana State Fund (MSF) is a nonprofit, quasi-public entity established under Title 39,
Chapter 71 of the Montana Code Annotated (MCA). M SF provides Montana employerswith an
option for workers compensation and occupational disease insurance and guarantees available
coverage for al employersin Montana. MSF is governed by a seven member Board of Directors
appointed by the Governor. MSF is attached to the State of Montana, Department of
Administration for administrative purposesonly.

During the 1990 Montana Specia Legidative Session, legidation passed establishing separate
funding and accounts for claims of injuries resulting from accidents occurring before July 1,
1990, referred to as the Old Fund, and claims occumng on or after July 1, 1990, referred to as
MSF. Hereafter, any referenceto MSF refersto the New Fund or those claims occurring after
July 1, 1990.

M SF functions as an autonomous insurance entity supported solely from its own revenues. All
assets, debts, and obligationsof M SF are separate and distinct from assets, debts, and obligations
of the State of Montana. No State general fund money is used for MSF operations. If MSF is
dissolved by an act of law, the money held by MSF is subject to the disposition provided by the
legidature enacting the dissolution with due regard given to obligations incurred and existing
(Section 39-71-2322, MCA). MSF administers and manages the claims remaining in the Old
Fund for the State of Montana and is the administering entity for recording the financial activity
related to recelpt and disbursement of fundsheld in the Old Fund.

MSF financial statements are presented as a component unit in the State of Montana
Comprehensive Annua Financial Report. M SF uses the accrual basis of accounting, as defined
by generally accepted accounting principles, for its workers compensation insurance operations.
Under the accrua basis, MSF records revenues in the accounting period earned, if measurable,
and records expensesin the period incurred, if measurable.

Financial Position —- MSF

MSF’s financial position strengthened from fiscal year 2004 to 2005. Total net assetsincreased
from $142.8M (million) in 2004 to $168.7M in 2005, an increase of 18.1%. Estimated claims
payable increased $59.5M from 2004 to 2005, an increase of 13.1%. The estimated claims
payable increase included reserve strengthening of $15.2M on prior year losses. Benefit
paymentsincreased 14.6% from 2004 to 2005 while operating expensesfor 2005 increased 3.1%
over operating expensesin 2004. Premium grew by 35.9% from 2004 to 2005. Total net earned



premiumin 2005 is $189.4M, up from $139.4M in 2004. The following discussion will explain
the reasonsfor these changes and provide additional background to M SF's financial position.

Assets

At June 30,2005, total invested assets (cash and cash equivalents, long term fixed securities, and
equities) are $688.2M. This is an increase of $85.4M or 14.2% of the invested assets held at
June 30, 2004. In 2005, the book value of equity securities remained at $68.4M from 2004. In
2005, the equity securities carrying value, which includes an $8.3M unrealized gain, is $76.7M,
or 11.2% of MSF's total cash and investments. In 2004, the equity securities carrying value,
which includesa $3.7M unrealized gain, was $72.1M which was 12.0% of MSF's total cash and
investments. Total bonds in 2005 have increased to $579.3M up from $509.9M in 2004. This
resultsin abond to total cash and investment ratio of 84.2% in 2005 compared to 84.6% in 2004.
Cash and cash equivalents are classified as current assets and increased from $20.7M in 2004 to
$32.2M in 2005. The increase of $11.5M ismainly attributable to an increase in MSF's portion
of the short-term investment pool (STIP). In 2005, our STIP balance is $29.5M coinpared to
$18.2M in 2004.

Under the provisions of the state constitution, MSF's invested assets are managed by the
Montana Board of Investments (BOI). The BOI has, by a Securities Lending Authorization
Agreement. authorized the custodial bank to lend MSF's securities to broker-dealers and other
entities with a simultaneous agreement to return the collateral for the saine securities in the
future. State Street Bank was appointed the BO1's custodial bank on December 1, 1993. During
the period the securities are on loan, BOI receives a fee and the bank must initialy receive
collateral equal ¢o” 102% of the market value of the securities on loan and must maintain
collateral equal to but not less than 100% of theinarket value of the loaned security. BOI retains
all rights of ownership during the loan period. The total cash collatera held at the end of fiscal
year 2005 is $101.9M coinpared to $141.0M in 2004, al of which is classified as a short-ternl
asset with an offsetting short-tell1 liability.

Net premiums receivable, a $4.6M in 2005, decreased from prior year's net premiums
receivable of $5.2M. Net recelvables are expected to be collectible within one year. Other
receivables for fiscal year 2005 consist of interest receivables of $8.2M and notes receivable of
$146K (thousand) of which $36K islong term. Other receivables for fiscal year 2004 consist of
interest receivablesof $7.5M and notes receivableof $142K, of which $37K islong term.

Equipment decreased $147K from fiscal year 2004 with fiscal year 2005 acquisitions of $337K
offset by retirementsof $484K. Acquisitionsand retirements consisted primarily of information
technology equipment. This compares to fiscal year 2004 acquisitions of $523K offset by
retirements of $357K. Accuinulated depreciation increased $50K from year to year due to fiscal
year 2005 depreciation expense of $455K and allocated depreciation expense of $32K to Old
Fund offset by the related accuinulated depreciation associated with retirements of $437K.
Depreciation expense in fiscal year 2004 totaled $521K with the Old Fund allocation of $87K
offset by the related accuinulated depreciation associated with retirements of $525K.



In fiscal year 2005, intangible assets increased to $3.7M from $1.1M in 2004. Fiscal year 2005
acquisitions are $3.1M offset by amortization expense of $407K and alocated amortization
expenseof $166K to Old Fund. Included as intangible acquisitionsare $2.7M spent on Montana
State Fund's new Claim Center which will not be put into productionuntil FY 2006. Fisca year
2004 acquisitions were $503K offset by amortization expense of $1.1M and allocated
amortization of $90K to Old Fund.

Other assets increased to $8.4M in 2005 from $2.0M in 2004. Other assets are comprised of
prepaid expenses, other advances, property held in trust and deferred acquisition costs. The
increase of $6.4M is due primarily to the recording of an asset, property held in trust, of the
fundswithheld amount required by MSF’s Aggregate Stop Loss Treaty. The funds withheld will
be repaid to Montana State Fund upon commutation of the Aggregate Stop Loss Treaty.

Liabilities

Tillinghast-Towers Perrin, an independent actuarial firm, prepares an actuaria study used to
estiinate liabilities and the ultimate cost of settling claims reported but not settled and claims
incurred but not reported (IBNR) for MSF as of June 30, 2005 and June 30, 2004. Tillinghast-
Towers Perrin provides a range of potential costs associated with reported claims, the Future
development of those claims and [BNR. MSF management has selected the best estimate within
that range as the estimated claims payable, consisting of unpaid claims and clam adjustment
expenses, for fiscal years 2005 and 2004. The estimated clams payable is presented
undiscounted, net of estimated reinsurance recoverable, at $511.6M and $452.1M, as of June 30,
2005 and June 30,2004, respectively.

The estimated claims payable increased $59.5M from 2004 to 2005 primarily due to reserve
strengthening of $15.2M on prior year clams. The estimated claims payable also includes
$4.6M for contingenciesdue to recent court decisions. MSF currently has no knowledge of any
significant environmental or asbestos claims that would contribute to this estimate. The current
portion of the estimated claims payable, or the portion of the payable expected to be paid within
the next twelve months are $110.9M and $99.7M for fiscal years 2005 and 2004 respectively.
The balance of the estimated claims payable, classified aslong-term, are $400.7M for fiscal year
2005 and $352.4M for fiscal year 2004.

Property held in trust increased to $13.1M in 2005, up from $8.5M in 2004 due to the funds
withheld account requirement of MSF’s aggregate stop |oss reinsurance treaty. The three-year
treaty, effective July 1,2002, includesa provision for M SF to maintain a funds withheld account
which totaled $8.8M for fiscal year 2005. In fiscal year 2004 the funds withheld account totaled
$5.2M. The funds withheld account is accruing interest a 6.5% for both fiscal years 2005 and
2004.

Deferred revenue decreased to $4.9M in 2005 from $6.0M in 2004 due to a larger percentage of

the policy billings being earned during the fiscal period. The entire balanceis classified as short-
term since the billingsare for one year or less.



As discussed above in the Assets section, the BOI has a Securities Lending Authorization
Agreement to lend MSF’s securities to broker-dealers and other entities with a simultaneous
agreement to return the collateral for the same securities in the future. The total collateral owed
a the end of fiscal year 2005 is $101.9M compared to $141.IM in 2004, al of which is
classified asashort-term liability with an offsetting short-term asset.

Other M SF payables consist of accounts payable and compensated absences. Accounts payable
experienced the greatest change from prior year and increased to $13.7M at June 30, 2005, up

from $8.2M at June 30, 2004. The maority of this increase is attributable to an investment
purchased in 2005 by the Board Of Investmentsthat was not settled until fiscal year 2006.

Net Assets

During fiscal year 2005, net assets increased from $142.8M in 2004 to $168.7M in 2005 dueto a
net income of $25.9M. Net assets are reported as net of related debt.

Resultsof Operations— M SF

Net Premiums Earned

Net premiums earned in fiscal year 2005 totaled $189.4M, up from $139.4M in 2004, a 35.9%
increase. Theincrease isdriven by asignificant number of new policies and increased pricing on
renewing policies. MSF writes other states coverage for Montana state-domiciled insured’s that
have locationsin states other than Montana. Other states coverage assumed premium for fisca
years 2005 and 2004 is $2.7M and $2.0M respectively.

| nvestment | ncome

[nvestment income for fiscal year 2005 was $35.9M as compared to $15.0M for fiscal year 2004.
The $20.9M increase in investment income is wholly attributable to the change in unrealized
gains and losses on invested assets. In fiscal year 2005, unrealized gains on invested assets are
$6.8M including unrealized gains on equities of $4.6M and unrealized gains on fixed income
securities of $2.2M. In fiscal year 2004, MSF had unrealized losses on invested assets of
($11.6M), that included unrealized losses on fixed security investments of ($24.4M) and
unrealized gains on equity holdings of $12.8M. Net investment earnings on all other investment
activity including interest earnings, realized gains or losses on sales of investments and net
securities lending activity for fiscal year 2005 was $30.2M as coinpared to $27.8M in fiscal year
2004. This $2.4M increase can be attributed to the increased investment in fixed income
securitiesin fiscal year 2005 of $579.3M compared to $509.9M in 2004.

Net realized gains decreased to $1.1M in 2005. down from $1.8M in 2004 primarily due to
decreased sales of bonds during fiscal year 2005. In 2005, bond saleswere $91.9M compared to
$97.2M in 2004. Net realized losses decreased to $77K in 2005. down from $742K in 2004.
Securities lending income increased to $2.4M in 2005 from $939K in 2004. The associated
expense also increased to $2.3M in 2005 from $846K in 2004.
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Operating Expenses

Claim benefits to injured employees in 2005 are $159.6M on an incurred basis compared to
$139.2M in 2004, an increase of $20.4M. Theincreaseis driven primarily by the changein the
estimated clamsliability. In 2005, the estimated claimsliability increased by $59.5M compared
to $38.7M in 2004 and is discussed in more detail in the Liabilities section above. Medical and
indemnity costs remained constant in 2005 with the amounts incurred in 2004. Medical
payments decreased 2.9% while indemnity payments increased 2.6% .

Persona services increased from $15.4M in 2004 to $17.2M in 2005, an 11.6% increase.
Commission expense decreased by $133K in 2005 due to commissions earned under MSF's
Aggregate Stop Loss Reinsurance Treaty. Contracted services increased $72K in fiscal year
2005 due primarily to higher consulting and professional services and audit fees. Supplies and
materialsincreased by $122K in fiscal year 2005 due to greater purchases of minor equipment
and software.

Depreciation expense for fiscal year 2005 decreased $65K from fiscal year 2004 and
amortization expensefor fiscal year 2005 decreased $737K from fiscal year 2004.

Other operating expensesdecreased by $559K in 2005. The decreaseis dueto reductionsin bad
debt expense and deferred acquisition cost amortizationfor 2005. Other'operating expensesfor
2005 aso includefinds withheld interest of $547K.

Other Non-operating Revenue and Expenses

Other transactions impacting net assets include dividends paid to policyholders, which totaled
$5.0M in 2005 and $1.9M in 2004. Dividends are paid based upon the recommendation of
management and the subsequent approval of the Board of Directors. Dividend amounts are
detennined based on analytical resultsof the current state of MSF. M SF'sresultsas of 12/31/04
had improved in comparison to 12/31/03 which resulted in the recornmendation and approval of
ahigher dividend pad in this fiscal year.

Changein Net Assets

Results of operations for fiscal year 2005 showed a decrease in operating loss of $28.5M
resulting from an operatingloss of ($6.2M) compared to an operatinglossfor fiscal year 2004 of
($34.7M). At the same time non-operating revenue for fiscal year 2005 was $32.1M compared
to non-operating revenue of $14.4M for fiscal year 2004 resulting in an increase of non-
operatingrevenueof $17.7M. The changein net assetsfor fiscal 2005, results of operationsplus
non-operating revenue, is an increase of $25.9M. Thechangein net assetsfor fiscal year 2004 is
a decrease of ($20.3M). The fiscal year 2005 change in net assets increased from fiscal year
2004 by $46.2M.



Financial Position — Old Fund

The Old Fund's deficit position weakened by ($8.2M) infisca year 2005 comparedto fiscal year
2004 and is now a $(15.6M). The Old Fund's deficit grew in large part to the increase in the
ultimateloss selection of $5.6M over fiscal year 2004 determined by the consulting actuary. In
addition to this, the discount rate applied to the remaining Old Fund reserves was decreased to
5.0% from 5.25% resulting in $949K of additional reserves. Additional reservesof $800K were
also added for known court contingencies.

Assets

Old Fund's investment portfolio consists of long-term bonds, which decreased to $51.4M in
fiscal year 2005 from $69.2M in fiscal year 2004. The bond to total cash and investment ratio
for 2005 is 80.8% compared to 94.4% for 2004. As reserve levels decrease and funds are
transferred out of Old Fund, monies to be invested decrease. For further explanation, see the
estimated clams payable and transfer discussions below in the Liabilities and Other
Nonoperating Revenue and Expenses Sections,

Interest receivablefor the year ended June 30,2005 is $653K compared to $1 OM for year ended
June 30, 2004. Net accounts receivable consists of medical overpayments and remaining
receivables from the Old Fund Liability Tax. Net accounts receivable due from external sources
for 2005 is 51K, down from $64K in 2004.

Old Fund is aso a part of the BOI’s Securities Lending Authorization Agreement and therefore
has securities lending collateral. The total cash collateral owed at the end of fiscal year 2005 is
$17.8M compared to $13.2M in 2004, all of which is classified as a short-tenn liability with an
offsetting short-term asset.

Liabilities

An actuaria study prepared by Tillinghast-Towers Perrin for the Old Fund as of June 30,
2005 and June 30, 2004, is used to estimate liabilitiesand the ultimate cost of settling claims
that have been reported, but not settled, and clamsthat have been incurred, but not reported
(IBNR). Tillinghast-Towers Perrin provides a range of potentia costs associated with
reported claims, the future development of those claims and IBNR. Tillinghast also
provides an estimate of these liabilitiesat present value to reflect investment earnings of the
assets invested to pay claims. MSF management has selected the best estimate within that
range as the estimated claims payable, consisting of unpaid claims and clam adjustment
expenses, for fiscal years 2005 and 2004. As of June 30,2005, the undiscounted estimated
clams payable is $104.9M and is presented at net present value of $79.1M discounted at
5.0%. As of June30, 2004, the undiscounted estimated claims payable is $108.5M and is
presented at net present value of $80.8M discounted a 5.25%. Claim benefit payments
decreased to $8.7M in 2005 compared to $11.6M in 2004.

~
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Reservelevelswill continueto decrease with time, since Old Fund has no new claims but
continues to pay on aready-existingclaims. Asreservelevelsdecrease, so will the need to fund
those level sresulting in decreasinginvestment needsover time. Thistrend is evident with the
lower 2005 estimated claims payable and investment balances when compared to 2004. The
short-term portionsof the estimated claims payable are $10.3M and $14.4M for fiscal years 2005
and 2004, respectively. Thelong-term portionsof the payableare $68.8M and $66.4M for fisca
years 2005 and 2004, respectively.

Net Assets

During fiscal year 2005, total net assets decreased from $(7.4M) in 2004 to $(15.6M) in 2005
due to a net loss of ($8.2M). The negative net asset balanceis the direct result of the transfers
made from the Old Fund to the General Fund mandated by HB363, see the discussion under the
Other Non-operating Revenue and Expenses in the Results of Operations — Old Fund section.
The net assets aso include an unrealized loss of ($1.2M) for fiscal year 2005 compared to an
unrealized loss of ($3.8M) for fiscal year 2004. This does not indicate that the Old Fund does
not have adequate financial resourcesto satisfy current claimsobligations. Applying the current
actuarially estimated payout pattern of the Old Fund thereis sufficient invested assets to meet its
obligations until the year 2014. At that time current law would require the General Fund to
satisfy all outstanding claims when the OId Fund has liquidated all financia resources and
cannot meet its obligations. Net assets are restricted by the estimated amount of the next fiscal
year's transfer to the State of Montana, General Fund. There was no amount to transfer to the
State of Montana, General Fund for both 2005 and 2004.

Resultsof Operations—0Old Fund

| nvestment-Rel ated Revenue

In fiscal year 2005, there was investment income of $2.0M compared to an investment 10Ss of
($105K) infiscal year 2004. Theincreaseof $2.1M ismainly dueto alower unredized |0ss of
($1.2M) in 2005 when compared to an unrealized loss of ($3.8M) in 2004.

Other Non-operating Revenue and Expenses

House Bill Number 363 (HB 363) was enacted by the 2003 Montana L egislature and changed
the existing law regulating the Old Fund transfer of surplus. HB 363 removed the 10%
contingency reserve requirement for the Old Fund and transfers the excess available funds from
Old Fund to the State of Montana General Fund. In fiscal year 2005, there were no excess
funds, therefore $0 was transferred from Old Fund to the State of Montana, General Fund. In
fiscal year 2004, the amount transferred from Old Fund to the State of Montana, General Fund
was $816K.

Operating Expenses
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State law (Section 39-71-2352, MCA) requires MSF to separately determine and account for
administrative expenses and benefit payments for claims for injuries resulting from accidents
occurring before July 1, 1990 (Old Fund) from tliose occurring on or after July 1, 1990 (MSF).
The law aso limits annual administrative costs of claims associated with the Old Fund to
$1.25M for both fiscal years 2005 and 2004. M SF allocated $1.25M in administration COStS to
the Old Fund in fiscal years 2005 and 2004. The Old Fund has an $893K obligationto MSF in
un-recovered administrative costs incurred in fiscal years 2005 and prior. MSF intends to
recover this amount in future years where the cost of administering the Old Fund is lessthan the
statutorily permitted $1.25M.

Changein Net Assets

The changein net assetsfor fiscal year 2005 is a reduction of $8.2M compared to a decrease of
$13.6M infisca year 2004. The primary reason for this decreaseis the continuing devel opment
on remaining loss reserves increasing the estimated amount remaining to be paid on outstanding
clams. Thedecreasesin net assets have left adeficit in the net assets account of ($15.6M).
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MONTANA STATE FUND - NEW FUND
STATEMENT OF NET ASSETS
Montana State Fund is a component unit of the State of Montana

The notes to the financial statements are an integral 'part of this statement.

JUNE 30, 2005 2004

ASSETS

Current Assets
Cash and cash equivalents 32,157,357 20,685,046
Receivables, net 12,929,765 12,823,616
Due from primary government 1,565 997
Due from componentunits 702,247 531,041
Securities lending collateral 101,859,456 141,060,425
Other assets 8,428,725 2,038,048
Total Current Assets 156,079,115 - 177,139,173

Noncurrent Assets
Investments 656,029,020 582,067,623
Notes and loans receivable 35,998 37,198
Equipment 2,988,734 3,135,509
Accumulated depreciation (1,978,512) (1,928,362)
Intangible assets 3,680,005 1,142,019
Total Noncurrent Assets 660,755,245 584,453,987
Total Assets 816,834,360 761,593,160

LIABILITIES

Current Liabilities
Accounts payable 13,690,027 - 8,156,787
Due to primary government 1,071,878 1,223,182
Due to component units 211,852 62,534
Estimated claims payable 110,866,995 99,731,000
Compensated absences 1,007,739 1,013,157
Lease payable - -
Securities lending liability 101,859,456 141,060,425
Deferred revenue 4,925,828 5,977,233
Property held in trust 13,055,107 8,513,185
Total Current Liabilities 246,688,882 265,737,503

Noncurrent Liabilities
Estimated claims payable 400,690,005 352,384,000
Compensatedabsences 780,872 699,479
Lease payable - -
Total Noncurrent Liabilities 401,470,877 353,083,479
Total Liabilities 648,159,759 618,820,982

NET ASSETS

Invested in capital assets, net of related debt 4,690,227 2,349,166

Unrestricted 163,984,374 140,423,012
Total Net Assets 168,674,601 142,772,178
Total Liabilities and Net Assets 816,834,360 761,593,160
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MONTANA STATE FUND - NEW FUND
STATEMENT OF REVENUES, EXPENSES, and CHANGES IN FUND NET ASSETS
Montana State Fundis a component unit of the State of Montana

YEARS ENDED JUNE 30, 2005 2004
Net premiums earned 189,378,858 139,360,612
Operating Expenses
Benefits and claims 159,612,313 139,232,097
Personal services 17,168,457 15,379,088
Contractual services 12,029,017 11,956,710
Supplies and materials 867,005 745,190
Depreciation 455,407 520,500
Amortization 407,105 1,144,444
Rent and utilities 305,923 229,056
Communications 1,116,449 . 1,178,257
Travel 211,673 181,419
Repair and maintenance 863,245 440,180
Interest expense -
Other operating expenses 2,500,685 3,059,447
Total Operating Expenses 195,537,279 174,066,388
Operating Loss (6,158,421) (34,705,776)
Nonoperating Revenue (Expenses)
Investmentincome 35,920,969 14,994 923
Gains on investments 1,118,749 1,845,426
Securities lending income 2,438,833 938,947
Losses on investments (76,863) (742,294)
Securities lending expense (2,341,264) (846,168)
Royalties - 91,124
Penalties and interest 15,270 13,186

Payment from Old Fund - -
(10,218)

Payment to State of Montana -
Loss on retirement of assets . (46,532) (10,485)
Dividend expense (5,004,416) (1,909,856)
Other income 36,098 19,554
Total Nonoperating Revenue (Expehse) 32,060,844 14,384,139
Change in Net Assets 25,902,423 (20,321,637)
Total Net Assets - Beginning 142,772,178 163,093,815
Total Net Assets - Ending 168,674,601 142,772,178
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MONTANA STATE FUND - NEW FUND
STATEMENT OF CASH FLOWS

Montana State Fundis a component unit of the State of Montana

YEARS ENDED JUNE 30,

CASHFLOWS FROM OPERATING ACTIVITIES
Receipts for premiums

Payments to suppliers for goods and services
Payments to employees

Cash payments for claims

Other operating receipts

Other operating payments

Net Cash Provided by (Used for) Operating Activities
CASHFLOWS FROM NONCAPITAL FINANCIAL ACTIVITIES
Payment of Dividends to Policyholders

Payment to State of Montana

Net Cash Provided by (Used for) Noncapital Financing Activities

CASHFLOWS FROM CAPITAL AND RELATED FINANCINGACTIVITIES

Acquisition of fixed assets
Proceeds from sale of fixed assets

Net Cash Used for Capital and Related Financing Activities
CASHFLOWS FROM INVESTING ACTIVITIES

Purchase of investments

Proceeds from sales or maturities of investments

Proceeds from securitieslending transactions

Payments of security lending costs

Interest and dividends on investments

Net Cash Provided by (Used For) Investing Activities

NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS
CASH AND CASHEQUIVALENTS-JULY 1

CASH AND CASH EQUIVALENTS-JUNE 30

The notes to the financial statements are an integral part of this statement.

2005

188,037,127
(15,876,315)
(15,944,599)

(103,573,355)

51,368

2004

148,065,720
(17,965,050)
(14,913,111)
(98,956,660)
(19,330)

52,694,226

(5,004,416)

(5,004,416)

(2,721,963)

16,211,569

(1,909,856)
(10,218)

(2.721,963)

(155,380,802)
91,939,366
2,438,833

(2,247,180)
29,754,247

(1,920,074)

(1,458,613)
125278

(33,495,536)

(1,333,335)

(148,909,900)
97,157,279
938,947

(772,214)
27,172,131

11,472,311

20,685,046

(24,413,757)

32,157,357

(11,455,597)

32,140,643

20,685,046




MONTANA STATE FUND « NEW FUND
STATEMENT OF CASH FLOWS
Montana State Fundis a component unit of the State ofMontana

YEARS ENDED JUNE 30, 2005

RECONCILIATIONOF CHANGE IN NET ASSETSTO
NET CASH PROVIDED BY (USED FOR) OPERATING ACTIVITIES

Changein Net Assets 25,902,423

Adjustments to Reconcile Changein Net Assets to Net
Cash Provided by (Used for) Operating Activities

Depreciation 455,407
Amortization 407,105
Interest expense -

Security lending costs 2,341,264
Security lending income (2,438,833)
Interest on investment (36,962,854)
Payments of Dividendsto Policyholders 5,004,416

Payment to State of Montana
Decrease (increase)in

2004

(20,321,637)

520,500
1,144,444

846,168
(938,947)
(16,098,055)
1,909,856

10,218

(1,013,293)

(345,324)
36,143
320,039

1,195,920
146,418
5,774,321
4,015,088
38,715,000

294,710

36,533,206

Accounts receivable 580,062
Due from component units (150,062)
Notes receivable 1,200
Other assets (6,344,145)
Increase (decrease) in
Accounts payable 889,278
Due to primary government 473
Deferred revenue (1,051,405)
Property held in trust 4,541,922
Estimated claims 59,442,000
Lease payable -
Compensated absences 75,975
Total adjustments 26,791,803
Net Cash Provided by (Used for) Operating Activities 52,694,226
Page A-14
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MONTANA STATE FUND - OLD FUND

Montana State Fundis a componentunit of the State of Montana

JUNE 30,

ASSETS

Current Assets
Cash and cash equivalents
Receivables, net
Due from component units
Securities lending collateral

Total Current Assets

Noncurrent Assets
Investments

Total Assets

LIABILITIES

Current Liabilities
Accounts payable
Due to primary government
Due to component units
Estimated claims payable
Compensated absences
Deferred revenue
Securities lending liability

Total Current Liabilities
Noncurrent Liabilities
Estimated claims payable
Compensated absences
Total Noncurrent Liabilities
Total Liabilities
NET ASSETS
Restricted

Unrestricted

Total Net Assets

STATEMENT OF NET ASSETS

2005

12,207,312
704,270
211,852

17,768,750

30,892,184

51,353,489

82,245,673

246,061
851
702,247
10,321,720
17,768,750

29,039,629

68,787,280

68,787,280

97,826,909

(15,581,236)
(15,581,236)

Total Liabilities and Net Assets 82,245,673

The notes to the financial statements are an integral part of this statement.

2004

4,113,840
1,089,275
62,534

13,248,863

18,514,512

69,215,594

87,730,106

613,607
1,387
531,041
14,409,000

13,248,863

28,803,898

66,369,000

66,369,000

95,172,898

(7,442,792)

(7,442,792)

87,730,106
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MONTANA STATE FUND - OLD FUND
STATEMENT OF REVENUES, EXPENSES, and CHANGES IN FUND NET ASSETS

Montana State Fundis a componentunit ofthe State ofMontana

YEARS ENDED JUNE 30,

Operating Expenses

Benefits and claims
Personal services
Contractual services
Depreciation
Amortization

Other operating expenses

Total Operating Expenses

Operating Loss

Nonoperating Revenue (Expenses)

Investmentincome

Gains on investments
Securities lending income
Losses on investments
Securitieslending expense
Payment to State of Montana
Payment to New Fund
Liability tax revenue

Total Nonoperating Revenue (Expenses)

Change in Net Assets

Total Net Assets - Beginning
Prior Period Adjustment
Total Net Assets = Ending

Page A-16

2005

8,670,528
13,279
987,022
32,205
166,368

239,817
10,109,218

(10,109,219)

1,964,720

22,522

454,567
(25,237)
(445,751)

(46)

1,970,775

(8,138,444)
(7.442,792)

(15,581,236)

The notes to the financial statements are an integral part of this statement.

2004

11,558,899
21,126
1,024,608
86,639
90,220
353,838

13,135,330

(13,135,330)

(104,724)
335,941
118,563

(479)
(104,076)
(815.605)

68,127

(502,253)

(13,637,583)
6,194,791

(7.442,792)



MONTANA STATE FUND - OLD FUND
STATEMENT OF CASH FLOWS

Montana State Fundis a componentunit of the State of Montana

YEARS ENDED JUNE 30.

2005

CASH FLOWS FROM OPERATING ACTIVITIES
Payments to suppliers for goods and services
Payments to employees

Cash payments for claims

Collection of payroll taxes

(1,417,339)

(10,732,998)
4,985

2004

Net Cash Used for Operating Activities

CASH FLOWS FROM NONCAPITAL FINANCIALACTIVITIES
Payment to State of Montana
Payment to New Fund

(12,145,352)

(1,294,235)

(11,656,177)
37,881

Net Cash Used for Noncapital Financing Activities

CASH FLOWS FROM INVESTING ACTIVITIES
Purchase of investments

Proceeds from sales or maturities of investments
Proceeds from securities lending transactions
Payments of security lending costs

Interest and dividends on investments

(17,976,764)
34,403,997
454 567
(412,094)
3,769,118

(12,912,531)

(815,605)

Net Cash Provided by Investing Activities

20,238,824

(815,605)

(15,568,930)
24,292,805
118,563
(95,863)
4,351,905

NET DECREASE IN CASH AND CASH EQUIVALENTS

CASH AND CASH EQUIVALENTS-JULY 1

8,093,472

4,113,840

13,098,480

CASH AND CASH EQUIVALENTS-JUNE 30

12,207,312

(629,656)

4,743,496

The notes to the financial statements are an integral part of this statement.

- 4,113,840
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MONTANA STATE FUND - OLD FUND
STATEMENT OF CASH FLOWS

Montana State Fundis a componentunit of the State of Montana

YEARS ENDED JUNE 30,

RECONCILIATIONOF CHANGE IN NET ASSETS TO
NET CASH USED FOR OPERATING ACTIVITIES

Change in Net Assets

Adjustments to Reconcile Change in Net Assets to Net

‘Cash Used for Operating Activities

Securitylending costs
Security lending income
Interest on investment
Payment to State of Montana
Payment to New Fund
Prior period adjustment for payroll taxes
Decrease (increase) in
Accounts receivable
Due from primary government
Increase (decrease) in
Accountspayable
Due to component units
Deferred revenue
Estimated claims

Total adjustments

Net Cash Used for Operating Activities
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The notes to the financial statements are an integral part of this statement.

2005

(8,138,444)

445,751
(454,567)
(1,962,005)

12,763
(149,318)

(401,202)
170,670

(1,669,000)

2004

(4,006,908)

(13,637,583)

104,076
(118,563)
(230,738)

815,605

34,290
(62,534)

(40,508)
345,422

(122,000)

(12,145,352)

725,052

(12,912,531)




Montana State Fund
(A Component Unit of the State of Montana)
Notesto Financial Statements
June 30,2005 and 2004

1. Summary of Significant Accounting Policies
Description of Business

TheMontanaState Fund (M SF) isanonprofit, quasi-publicentity establishedunder Title39, chapter
71 of the MontanaCode Annotated (MCA). M SF providesM ontanaemployerswith an option for
workers compensationand occupational diseaseinsuranceand guaranteesavail ablecoveragefor all
employersinMontana. MSF isgoverned by aseven member Board of Directorsappointed by the
Governor. MSF is attached to the State of Montana, Department of Administration for
administrativepurposesonly.

During the 1990 Montana Special Legidative Session, legislation passed establishing separate
funding and accountsfor claims of injuriesresulting from accidentsoccurring before July 1, 1990,
referred to as the Old Fund, and claims occurring on or after July 1, 1990, referred to as MSF.
Hereafter, any referenceto M SF refersto the New Fund or thoseclaimsoccurring after July 1,1990.

MSF functions as an autonomous insurance entity supported solely from its own revenues. All

assets, debts, and obligationsof M SF are separateand distinct from assets, debts, and obligationsof

the State of Montana. If MSF is dissolved by an act of law, the money in MSF is subject to the
disposition provided by thelegislature enacting the dissol ution with dueregard givento obligations
incurred and existing (Section 39-71-2322, MCA). MSF administers and manages the claims
remainingin the Old Fund for the State of Montanaand isthe administeringentity for recordingthe
financial activity related to recei pt and disbursementof an Old Fund Liability Tax (seeNote4). No
State general fund money is used for M SF operations.

M SFfinancial statementsare presented asa component unit in the Stateof MontanaComprehensive
Annual Financial Report. The fiscal year 2005 and 2004 financial statements are presented in
conformancewith Governmental AccountingStandardsBoard Statement 34, which isacomparable
format to the State of MontanaComprehensive Annua Financial Report.

Basis of Accounting

M SF usesthe accrual basisof accounting, asdefined by generallyaccepted accountingprinciples, for
itsworkers compensationinsuranceoperations. Under theaccrual basis, M SF recordsrevenuesin
the accounting period earned, if measurable, and records expenses in the period incurred, if
measurable.

Cash and Cash Equivalents

Cash balancesincludedemand depositswith the State Treasury. Cash equivalentsare short-term,
highly liquid investmentsthat are both readily convertibleto known amounts of cash and so near
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Montana State Fund
(A Component Unit of the State of Montana)
Notesto Financial Statements
June 30,2005 and 2004

their maturity that they present insignificant risk of changesin value because of changesininterest
rates. M SF participatesin the MontanaBoard of Investments Short Term Investment Pool (STIP).
STIPbalancesare highly liquid investmentswith maturitiesof 397 daysor lesswith theexception of
securities having rate reset dates. Thereare no legal risksthat the MontanaBoard of Investments
(BOI) isawareof regardingany STIPinvestments. TheSTIPportfolioiscarried at amortized cost or
book valuewith market value approximating cost. MSE’s STIP balanceof $29.5M as of June 30,
2005 represents 1.69% of thetotal STIP. TheOld Fund STIP balanceof $11.6M asof June30,2005
represents0.67% of thetotal STIP. MSF's STLP balance of $18.2M as of June 30, 2004 represents
1.23% of the total STTP. TheOld Fund STIP balanceof $3.7M asof June 30, 2004 represents0.25%
of thetotal STIP.

The STIP investments credit risk is measured by investment grade ratings given individual
securities. TheB0O1'spolicy requiresthat STIPinvestmentshavethehighest ratingintheshort-term
category by one and/or any Nationally Recognized Stati stical Rating Organizations(NRSRO). The
four NRSRO’s include Standard and Poor’s, Moody's Investors Service, Fitch, Inc. and Dominion
Bond Rating Service L td.

Asset-backed securities constitute 71.72% of the BOI’s total STIP portfolio as of June 30, 2005.
Asset-backedsecuritieshavelesscredit risk than do securitiesnot backed by pledged assets. Market
risk for asset-backed securitiesis the same as market risk for similar non asset-backed securities.
Asset-backed securities constitute 63.58% of the Board of Investment’s total STIP portfolio as of
June 30,2004.

Variablerate (floatingrate) securitiesmake up 24.16% of theBOT’s total STIP portfolio asof June
30, 2005. Variablerate securitiesmake up 34.12% of the BOI’s total STIP portfolio asof June 30,
2004. Whilevariable rate securitieshave credit risk identical to similar fixed rate securities, their
market risk (income) is more sensitive to interest rate changes. However, the market risk
(value/price) may belessvolatilethan fixedrate securitiesbecause their valuewill usuallyremainat
or near par as aresult of their interest rates being periodically reset to maintain a current market
yied.

Investments

In addition to STIP investments, MSF invests in long-term securitieswith the BOI. Under the
provisionsof the state constitution, M SF'sinvested assetsare managed by theBOI. Securitiesare
stated at fair value asdefined and required by Governmental Accounting StandardsBoard (GA SB)
Statement Number 31, "Accounting and Financial Reporting for Certain Investments and for
External Investment Pools”. Premiumsand discountsare amortized using the straight-linemethod
over thelifeof thesecurities. Net unrealized gainsor |osseson securitiesareincludedin netincome
in accordancewith GASB 31.
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Montana State Fund
(A Component Unit of the State of Montana)
Notesto Financia Statements
June 30,2005 and 2004

Effective June 30,2005, the BOI implemented the provisionsof Governmental Accounting
StandardsBoard (GASB) Statement No. 40 "' Deposit and Investment Risk Disclosures™. The
financial statement disclosuresfor the year ended June 30,2004 have been restated to compare
with thefinancia statement disclosures for the year ended June 30,2005. The investment risk
disclosures are described in the following paragraphs.

Credit Risk

Credit risk is defined as therisk that an issuer or other counterparty to an investment will not
fulfill its obligation. With the exception of the U.S. government securities, the All Other Fund
(AOF) fixed incomeinstrumentshavecredit risk as measured by major credit rating services.
Thisrisk isthat the issuer of afixed income security may default in making timely principal and
interest payments. The Board of Investment's policy requires New Fund and Old Fund fixed
incomeinvestments, at the time of purchase, to be rated an investment grade as defined by
Moody's and/or Standard & Poor's (S&P) rating services. The U.S. government securitiesare
guaranteed directly or indirectly by the U.S. govemment. Obligationsof the U.S. government or
obligations explicitly guaranteed by the U.S. government are not considered to have credit risk
and do not require disclosureof credit quality. The credit ratings presentedin the followingtable
areprovided by S& P’s rating services. If an'S&P rating isnot available, aMoody's rating has
been used.

Custodia Credit Risk

Custodial credit risk for investmentsistherisk that, in the event of the failureof the counterparty
to atransaction, agovernment will not be ableto recover the value of theinvestment or collateral
securitiesthat arein the possession of an outside party. Asof June 30,2005 and 2004, al the
fixed income and other equity securitieswere registered in the nominee name for the Montana
Board of Investmentsand held in the possession of the Board's custodial bank, State Street Bank.
The Equity Index investment and State Street Bank repurchase agreement were purchased in the
State of MontanaBoard of Investments name.

Concentration of Credit Risk

Concentration of credit risk istherisk of loss attributed to the magnitude of agovernment's
investment in asingleissuer. The New Fund Investment Policy, requirescredit risk to be limited
to 3 percent in any one name except AAA rated issueswill be limited to 6% whilethe Old Fund
Investment policy statement does not address concentrationof credit risk. The New Fund
Investment Policy providesfor "'no limitation on U.S. government/agency Securities”.
Investmentsissued or explicitly guaranteed by the U.S. govemment are excluded from the
concentration of credit risk requirement.

Page A-21



Montana State Fund
(A Component Unit of the State of Montana)
Notesto Financial Statements
June 30,2005 and 2004

For fiscal year 2005, New Fund had concentration of credit risk exposureto the Federal Home
Loan Mortgage Corp of 5.43% and Federal National Mortgage Association of 11.75%. For fisca
year 2004, New Fund only had concentration of credit risk exposureof 10.74% to the Federal
National Mortgage Association.

For fiscal year 2005, Old Fund had concentration of credit risk exposureto the Federal Home
Loan Mortgage Corp of 7.89% and Federal National Mortgage Association of 24.78%. For fisca
year 2004, New Fund had concentration of credit risk exposureto the Federal National Mortgage
Association of 21.96% and JP Morgan Chase Commercia Mortgage of 6.56%.

Interest Rate Risk

Interest raterisk istherisk that changesin interest rateswill adversaly affect thefair value of an
investment. The New Fund and Old Fund investment policiesdo not formally addressinterest
raterisk. In accordance with GASB Statement No. 40, the Board has selected the effective
duration method to discloseinterest raterisk. Thismethod, as provided by our custodial bank, is
" An option-adjusted measure of abond's (or portfolio's) sensitivity to changesin interest rates.
Duration is calculated as the average percentage changein a bond's value (price plus accrued
interest) under shifts of the Treasury curveplus/minus 100 basis points. The effectiveduration
method incorporatesthe effect of the embedded optionsfor bonds and changes in prepayments
for mortgage-backed securities(including pass-throughs, Collateralized M ortgage Obligations
(CMO’s) and AdjustableRate Mortgages (ARM’s)).”

Asof June 30,2005, the New Fund and OId Fund portfoliosdid not hold any structured financial
instruments known as REMICs (Real Estate Mortgage Investment Conduits). REMICs are pass-
through vehiclesfor multiclassmortgage-backed securities. Strip investments represent the
separate purchase of the principal and interest cash flowsof a mortgage security. Asof June 30,
2004, the New Fund and the Old Fund portfolios held a REMIC with an amortized cost of
$8,658,861 and $4,329,430, respectively, as reported in the U.S. government mortgage-backed
category. Thissecurity paid off in March 2005. The REMIC securitiesare based on separateor
combined cash flows from principal and interest paymentson underlying mortgages. When
underlyingmortgagesare prepaid, theinterest cash flows are reduced while principal cash flows
areincreased. If homeownerspay on mortgages longer than anticipated, the cash flow effect
would be the opposite.

Corporate asset-backed securitiesare based on cash flows from principal and interest payments
on underlying auto loan receivables, credit card receivables, and other assets. These securities,
while sensitiveto prepaymentsdue to interest rate changes, have less credit risk than securities
not backed by pledged assets.

New Fund and Old Fund investments are categorized below to disclose credit and interest rate
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Montana State Fund
(A Component Unit of the State of Montana)
Notesto Financia Statements
June 30,2005 and 2004

risk asof June 30,2005 and June30,2004. Credit risk reflectsthe bond quality rating, by
investment type, as of the June 3o report date. |f abond investment typeisunrated, the quality
typeisindicated by NR (not rated). Interest raterisk isdisclosed using effectiveduration. Both
the credit quality ratings and duration have been cal culated excluding cash equivalents.

Credit Quality Rating and Effective Duration as of June 30,2005

Credit

Quality Effective
Securitv Investment Tvve Fair Value Rating Duration
Corporate Bonds (Rated) $ 299,185,736 A 4.84
U.S Govt Direct-Backed 17,805,771 AAA 7.45
U.S Govt Indirect-Backed 259,195,259 AAA 3.67
State Street Repo* (Rated) 3,105,156 AA- NA
STIP (Unrated) 29,462,578 NR NA

Total Fixed Income Investments 608,754,500

Direct |nvestments
Equity Index Fund $ 76,737,097
Total Investments 3 £85,491,597 AA- 4.39
SecuritiesLending Collateral Investment Pool . $ 101,859,456 NR NA

* At June30,2005, the State Street Bank repurchase agreement was collateralized at $3,182,153 a Federal
HomelL oan Mortgage Corporation note maturing February 15,2006.

Credit Quality Rating and Effective Duration as of June30,2004

Credit

Quality Effective
Securitv Investment Type Fair Value Rating Duration
Corporate Bonds (Rated) $ 281,014,259 A 457
U.S Govt Direct-Backed 33,858,050 AAA 448
US Govt Indirect-Backed 195,056,940 AAA 478
STIP (Unrated) 18,207,649 NR NA

Tota Fixed Income Investments 528,136,398

Direct | nvestments
Equity Index Fund $ 72.138.374
Total Investments $ 600,275,272 AA- 4.64
SecuritiesLending Collateral Investment Pool S 141,060,425 NR NA
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Old Fund Credit Quality Rating and Effective Duration as of June 30,2005

Credit

Quality Effective
Securitv Investment Type Fair Value Rating Duration
Corporate Bonds (Rated) $ 8174839  BBB+ 0%
US Govt Direct-Backed 15927,393 AAA 204
US Govt Indirect-Backed 2621614 AAA 156
State Street Repo (Rated)* 1035062 AA- NA
STIP (Unrated) 11,599,288 NR NA
Total Investments $ 02,952,776 AAt 1,62
Securities Lending Collateral Investment Pool $ 17,768,730 NR NA

* At June 30,2005, the State Street Bank repurchase agreement was collateralized at $1,060,718by a
Federal HomeLoan Mortgage Corporation note maturing February 15,2006.

Old Fund Credit Quality Rating and Effective Duration as of June 30,2004

Credit

Quality Effective
Securitv Investment Tvpe Fair Value Rating Duration
Corporate Bonds (Rated) $ 18925865 A+ 182
U.S Govt Direct-Backed 28653821 AAA 429
U.S Govt Indirect-Backed 21,635908 AAA 237
STIP (Unrated) 3,682,851 NR NA
Total Investments $ 72,898,445 AAL 302
Securities Lending Collateral Investment Pool 3 13,243,363 NR NA

MSF investments are classified in risk Category 1 or as Not Categorized under State of Montana
standards. Risk category 1 includesinvestmentsthat areinsured or registered, or securitiesheld by
the BOI or its agent in the BOI’s name. Not Categorized includes investments held by broker-
dealersunder securitiesloanswith cash collateral.

Under the provisions of state statutes, the BOI has, by a Securities Lending Authorization

Agreement, authorized the custodial bank, State Street Bank (SSB), to lend the BOI’s securitiesto
broker-deal ersand other entitieswith asimultaneousagreement to returnthe collateral for thesame
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securitiesin thefuture. During the period the securitiesare on loan, the BOI receivesafee and the
custodia bank must initially receive collateral equal to 102% of the fair valueof the securitieson
loan and must maintain collateral equal to but not less than 100% of thefair value of the loaned
security. The BOI retainsall rightsand risks of ownership during the loan period.

The cash collateral received on each loan was invested, together with the cash collateral of other
qualified plan lenders, in a collective investment pool, the SecuritiesLending Quality trust. The
rel ationshi p between the average maturiti esof theinvestment pool and theBOI’s loanswasaffected
by the maturities of the loans made by other plan entities that invested cash collateral in the
collectiveinvestment pool, which the BOI could not determine. On June 30, 2005 and June 30,
2004, the BOI had no credit risk exposureto borrowers.

The following table presents the carrying and market values of the securitieson loan and thetotal
cash collateral held for fiscal yearsended June 30,2005 and June 30,2004 for both M SF and theOld
Fund:

MSF Old Fund
Fiscal Year Fiscal Year Fiscal Year Fiscal Year
2005 2004 2005 2004

Securities on Loan-Book Value

$115,170,586

$134,808,112

$17,158,630

$14,099,489

Securities on Loan-Market Value

$99,953,577

$137,258,780

$17,422,180

$14,210,615

Total Collateral Hdd

$101,859,45

$141,060,425

$17,768,750

$13,248,863

As of June 30, 2005, MSF and the Old Fwd investments include $115.2M and $17.2M
respectively, in long-term securities on loan that earned interest income during the fiscal year of
$2.4M and $455K respectively.

As of June 30, 2004, MSF and the Old Fund investments include $134.8M and $14.1M
respectively, in long-term securitieson loan that earned interest income during the fiscal year of
$939K and $119K respectively.

In November 2000, the MontanaConstitution was amended to all ow investing in equity securities,
with the restriction that equity securities cannot exceed 25% of tota investment book value.
However, in May 2003, the BOI approved a policy statement to keep equitiesin the 8% to 12%
range. Asof June 30,2005, equity securitiesin MSFinclude $68.4M at book value, enhanced by
$8.3M in market value appreciation. As of June 30, 2004, equity securities in MSF include
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$68.4M at book value, enhanced by $3.7M in market value appreciation.
Additional investment information can be found in Note 2.
Receivables

At June 30, 2005, MSF’s premium receivable balance is $5.3M. which is then reduced by
estimated uncollectible receivables reported as an allowance for doubtful accounts of $726K
leavinganet receivablebalance of $4.6M. Other receivablesinclude$8.2M ininvestmentincome
due and $1 46K in notes and loans receivable, of which $36K is long term.

At June 30, 2004, MSF's premium receivable balance is $5.8M, which is then reduced by
estimated uncollectible receivables reported as an allowance for doubtful accounts of $598K
leavinganet receivable of $5.2M. Other receivablesinclude$7.5M ininvestment income dueand
$142K in notes and loans receivable, of which $37K islong term.

Accounts receivablein the Old Fund include medical overpaymentsand remaining receivables
from the Old Fund Liability Tax collections. Net accountsreceivablefor year ended June 30,2005
and June 30, 2004 were $51K and $64K, respectively. Estimated uncollectible receivablesare
reported as an allowancefor doubtful accounts. Interest receivableof $653K a June 30,2005 and
$1.0M at June 30,2004 representsinvestment income due.

Equipment. Accumulated Depreciation and Intangible Assets

Equipment is capitalized if the actual or estimated historical cost exceeds $5K. Depreciation
expenseis computed on astraight-linebasisfor equipment over aperiod of threetofiveyearsand
amortization of intangibleassetsiscomputed on astraight-linebasisover fiveyears. Amortization
of intangibleassetsis applied directly to the asset balance. All fixed assetsarerecorded in theM SF
financials. Because M SF administers the Old Fund, the Old Fund does not carry fixed assets.

Other Assets
Other assets include advances. prepaid expenses and deferred acquisition costs. Deferred

acquisition cost are amountsincurred during the policy writing processthat are recognized ratably
over therelated policy term.

Estimated Claims Payable

The estimated claims payableis established to provide for the estimated ultimate settlement cost
of all clams incurred. Estimated claims payable is based on reported aggregate claim cost
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estimates combined with estimates for future development of such claim costs and estimates of
incurred but not reported (IBNR) claims. Tillinghast-TowersPerrin, an external actuarial firm,
preparesan actuarial study that providesarange of potential cost associated with reportedclaims,
the future development of those claims and IBNR. M SF management has selected the best
estimates within that range as the estimated claims payable for both MSF and Old Fund. For
additional disclosurerelated to the estimated claims payable, refer to Note 4.

AccountsPayable

Accountspayableisashort term liability account reflecting amountsowed for goodsand services
received by M SF.

Deferred Revenue

Deferred revenue reflects amountsreceived or billed in advance, but not yet earned for policies
effectiveduly 1, 2005 or July 1, 2004.

Property Held in Trust

Property Held in Trust consists of security deposits owed to certain policyholders and the
reinsurance funds withheld account, a requirement of MSF’s aggregate stop 10ss reinsurance
contract. Additional information regarding the funds withheld account can be found in Note 3.

Net Assets

Net assetsconsist of the net excessor deficit of assetsover liabilities. For additional information
on distributionsimpacting total net assets see Note 6.

Premiums

The MSF Board of Directorsapprovespremium ratesannualy. Generally, policiesare effective
for the tenn of the policy period not to exceed 12 months. Premium revenueisrecognized over the
term of the fiscal year, which runs from July 1 through June 30, asit is earned or when MSF is
liablefor coverage.

Policyholdersare contractually obligated to pay certain premiums to M SFin advanceof the period

the premiums areearned. Premium advancesarerefundablewhen the policyholder's coverageis
canceled and all earned premiums have been credited by M SF.

Basis of Presentation
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Thefinancial statementsare presented in accordancewith generally accepted accountingprinciples
as prescribed by the Governmental Accounting StandardsBoard. M SF insurance operationsare
classified as an enterprisefund, proprietary fund type. MSF comprisesonly apart of the State of
Montana's enterprisefunds. The financial statementsin this report reflect the financial position
and resultsof operationsand cash flowsof MSF and Old Fund, not the State of Montana.

Anenterprisefund isused to account for operations: () financed and operatedinamanner similar
to privatebusinessenterprises, wherethelegis atureintendsthat the entity financeor recover costs
primarily through user charges, (b) wherethelegidaturehasdecided that periodicdeterminationof
revenuesearned, expensesincurredor netincomeisappropriate; (c) wherethe activity isfinanced
solely by a pledge of the net revenues from fees and charges of the activity; (d) when laws or
regulations require that the activities costs of providing services be recovered with fees and
chargesrather than with taxes or similar revenues.

Investments are presented in accordance to GASB Statement Number 31, " Accounting and
Financial Reportingfor Certain Investmentsand External Investment Pools.” STIPisconsidered
an externa investment pool, which is defined as an arrangement that pools the monies of more
than one legally separateentity and invests, on the participant's behalf, in aninvestment portfolio.
STIPisalsoclassfied asa‘2a7-like” pool. A 2a7-likepool isan external investment pool that is
not registeredwith the Securitiesand Exchange Commission (SEC) asan investment company, but
hasapolicy that it will, and does, operatein a manner consistent with the SEC’s Rule 2a7 of the
Investment Company Act of 1940. If certainconditionsare met, 2a7-likepoolsareallowedto use
amortized cost rather than fair value to report net assets to compute unit values. The BOI has
adopted apolicy totreat STIPasa2ar7-likepool. SeeNote 1, Basisof Accounting— Investments
and Note 2 for further discussions of the effect of GASB 31.

2.  Investments

The amortized cost and market value of MSF’s fixed maturity securitiesas of June 30,2005, and
June 30, 2004, are as follows:
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Gross Unrealized
June 30, 2005 Amortized Cost Gain Loss Market Value
Government Direct-Indirect $244379,693; $ 6,332,933} § 628,853 $ 250,083,773
Government Mortgage-Backed 26,134,047] (64,10 0 26,917,257
Corporate Securities Asset-Backed 24,310,182 0 312,525 23,997,657
Other Corporate Securities 256,757,099 8,848,355 2,892,808 262,712,646
Other Securities 11,951,816 525,794 2177 12,475,433
Equity Securities 68,406,676 8,330,421 0 76,737,097
STIP (reperted as Cash & Cash 32,567,734 0 , 0 32,567,734
Totd

Gross Unrealized

June 30, 2004 Amortized Cost Gain Loss Market Value
Government Direct-Indirect $182,136,355| § 5,413,826] $ 2,591,072/ $ 184,959,109
Government Mortgage-Backed 43,220,924 1,049,286 314,329 43,955,881
Corporate Securities Asset-Backed 23,105,996 0 247,250 22,858,746
Other Corporate Securities 242,107,218 8,690,647 2,349,713 248,448,152
Other Securities 8,940,976 766,385 0 9,707,361
Equity Securities 68,406,676 3,731,698 0 72,138,374
STIP (reported as Cash & Cash 18,207,649 0 0 18,207,649

Tota | $5861257941 ¢ 196518421 ¢ 55023641 $ 6002752721

The amortized cost and estimated market value of MSF’s fixed maturity securities as of June 30,
2005 and June 30,2004, are shown below at contractual maturity. Expected maturities will differ
from contractual maturities because borrowersmay havethe right to call or prepay obligationswith

or without call or prepayment penalties.

June 30,2005

Dueoneyear or less

Due after oneyear through five years
Due after five years through ten years
Due after ten years

Equity Securities

Total

Amortized Cost
$ 18,584,037
337,703,075
172,312,177
67,501,781
68,406,676

$ 664,507,746

Market Value
$ 18,737,683
342,545,705
177,837,490
69,633,622
76,737,097

§ 685,491,597
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June 30,2004
Amortized Cost Market Value
Due oneyear or less $ 44,573,096 $ 45,051,831
Due after one year through five years 147,503,678 152,273,132
Due after five yearsthrough ten years 230,617,869 234,268,425
Due after ten years 95,024,475 96,543,510
Equity Securities 68,406,676 72,138,374
Total $ 586,125,794 $ 600,275,272

Duringfiscal year ending June 30,2005, M SFrealized grossgainsfromsal esof securitiesof $1.1 M
and grossrealized losses of $77K. During fiscal year ending June 30,2004, M SF realized gross
gains from sales of securities of $1.8M and grossrealized losses of $742K.

Asdiscussed in Note 1, GASB 31 requiresgovernmental entities to report their investments at
fair value. Fair valueisdefined as the amount at which an investment could be exchanged in a
current transaction between willing parties, other than in a forced or liquidation sale. The
adjustment to fair valueis reflected as an increase or decreasein investment income. During
fiscal year 2005. investment income for M SFreflectsan increaseof $6.8M due to the unrealized
gain on long-tenn investments. Investment income for fiscal year 2004 reflects a decrease of
$11.6M due to the unrealized |oss on long-term investments.

The amortized cost and market value of the Old Fund fixed maturity securities as of June 30,2005
and June 30,2004 are as follows:

Gross Unrealized

June 30, 2005 Amortized Cost Gam Loss Market Value
Government Direct-Indirect $ 35,645,353, $ 493,221, $ 180,1571 $ 35,958,417
Government Mortgage-Backed 2,415,662 85,099 0 2,500,761
Corporate Securities Asset-Backed | 2,680,027, B . 79,256 2,600,771
Other Corporate Securities 9,229,047 172,357 142,916 9,258 488
Other Securities -
STIP (reported as Cash & Cash Equivalents) 12,634,340 0 0 12,634,340

Total $ 62,604,429 $ 750,677_$ 402,329] $§ 62,952,777
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June 30,2005 and 2004
o Gross Unredized o
June 30,2004 Amortized Cost Gan Loss Market Value |
Government Direct-Indirect $ 41,297,467 $ 1,313,283} § 163,235! $ 42,447,515
Government Mortgage-Backed 7,825,891 144,119 127,795 7,842,215
Corporate Securities Asset-Backed 4,924,938 0 142,178 4,782,760
Other Securities 0 0 0 0
STIP (reported as Cash & Cash Equivalents) 3,682,851 0 0 3,682,851
Totd $ 71,336,1691 $ 19954841 $ 433,2081 $ 72,898,4451

The amortized cost and market value of the Old Fund fixed maturity securities as of June 30,2005
and June 30, 2004 are shown below at contractual maturity. Expected maturitieswill differ fiom
contractual maturities because borrowers may have the right to call or prepay obligations with or
without call or prepayment penalties.

June 30,2005

Amortized Cost Market Value
Due one year or less $ 10,690,003 $ 10,767,056
Due after one year through five years 38,652,218 38,643,573
Due after five years through ten years 10,582,181 10,941,377
Due after ten years 2,680,027 2,600,771
Total 62,604.429 62,952,777
June 30,2004

Amortized Cost Market Value |
Due one year or less $ 8,687,550 $ 8,778,135
Due after one year through five years 31,463,278 32,213,607
Due after five years through ten years 21,930,972 22,922,307
Due after ten years 9,254,369 8,584,396
Total $ 71,336,169 $ 72,898,445

During the fiscal year ended June 30, 2005, the Old Fund realized $23K in gross gains fiom
sales of securities and $25K in gross losses from sales of securities. During the fiscal year
ended June 30,2004, the Old Fund realized $336K in gross gains from sales of securities.
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During fiscal year 2005, theeffect of GASB 31 on Old Fund investment income wasadecrease
of $1.2M due to unrealized losses on itslong-term portfolio. The effect of GASB 31 on Old
Fund investmentincome for fiscal year 2004 was adecreaseof $3.8M dueto unrealized losses
on itslong-tenn portfolio.

3. Rensurance

For the fiscal years ended June 30,2005 and June 30,2004, M SF ceded reinsuranceto other
reinsurance companies to limit the exposure arising from large losses. These arrangements
consist of excessof |oss contractsthat protect against occurrencesover stipul ated amountsand
an aggregate stop loss contract. The excess of loss contracts provide coverage of $95.0M for
both fiscal years 2005 and 2004. During fiscal years 2005 and 2004, M SF retained the first
$50M for thefirst layer of reinsurancecoverage. Individual, per person coveragewasprovided
up to $5.0M per any oneindividual lossfor both fiscal years 2005 and 2004.

Theterm of the current aggregate stop losscontractisJuly 1,2002 through June 30,2005. The
contract providescoveragebased on MSEF’s premium level sat $8.6M per year but not to exceed
$21.0M in the aggregate over three years. In the event reinsurers are unable to meet their
obligationsunder either the excess of losscontractsor aggregatestop losscontract, M SFwould
remain liable for all losses, as the reinsurance agreements do not discharge MSF from its
primary liability to the policyholders.

Premium revenueisreduced by premiums paid for reinsurancecoverageof $6.8M and $6.6M
infiscal years2005 and 2004, respectively. Theaggregatestop losscontract requiresthat M SF
maintain a funds withheld account which represents the basic premium portion of the total
premium paid for aggregate stop loss coverage. The total funds withheld account at June 30,
2005 is $7.8M. The funds withheld account at June 30,2004 was $4.8M. Interest must be
accrued quarterly at an annual rate of 6.5% on the funds withheld account, resultingin accrued
interest of $547K for fiscal year 2005 and $326K for fiscal year 2004.

During fiscal years 2005 and 2004, estimated claim reserves were reduced $10.0M for the
amount of reinsurance estimated to be ultimately recoverable on incurred losses due to the
ExcessiveL ossReinsurancecontract. Infiscal year 2005 estimated claim reserveswerereduced
by an additional $2.9M for the amount of reinsuranceestimated to be ultimatelyrecoverableon
incurred lossesdueto the Aggregate Stop L oss contract.

M SF al so hasassumed reinsurancerel ationshi pswith Argonaut I nsuranceCompany, Fireman's
Fund Insurance Company and Legion Insurance Company related to Other States Coverage
(OSC). MSF assumes risk for OSC claims, which are then covered under MSF’s ceded
reinsurancecontract. Assumed premium for fiscal years 2005 and 2004 is $2.7M and $2.0M,
respectively. Theassumedliability for OSC claimsis$2.4M for fiscal year 2005and $1.5M for
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fisca year 2004.
4. Risk Management

M SF providesliability coverageto employersfor injured employeesthat areinsured under the
Workers Compensationand Occupational Disease Actsof Montana. Workers compensation
clams occumng on or after July 1, 1990, are reported in the MSF. At June 30, 2005,
approximately 27,527 active policieswereinsured by MSF. At June 30,2004, approximately
26.963 active policieswere insured by M SF.

MSF is a self-supporting, competitive state fund and functions as the insurer of last resort.
Workers compensationinsuranceis mandatory in Montana. Employersmay obtain coverage
through private carriers, through M SF or through self-insuranceif they meet certain criteria.
Public entitiesmay self-insureor insure through M SF.

M SF serves as claim administrator on claimsfor injuries that occurred before July 1, 1990,
known as the Old Fund. The Old Fund is considered a debt of the State of Montana and not
MSF. Neither M SFor the Old Fund had significant reductionsin insurancecoveragefromthe
prior year, nor any insurance settlements exceeding insurance coverage. Unpaid claims and
claims adjustment expenses are estimated based on the ultimate cost of settling the claims
includingthe effectsof inflation and other social and economicfactors. When M SF purchases
annuity contracts, the claim is settled in full and on afinal basis, and al liability of MSFis
terminated.

Tillinghast-Towers Perrin, an externa actuaria firm, prepares an actuarial study used to
estimate liabilitiesand the ultimate cost of settling claims reported but not settled and claims
incurred but not reported (IBNR) for M SF as of June 30,2005 and June 30, 2004. Because
actual claim costs depend on such complex factorsas inflation and changesin the law, claim
liabilitiesare recomputed periodically using a variety of actuarial and statistical techniquesto
produce current estimatesthat refl ect recent settlements, claim frequency, and other economic
and social factors. A provision for inflationisimplicit in the calculation of estimated future
claim costs because relianceis placed both on actual historical datathat reflectspast inflation
and on other factorsthat are considered to be appropriate modifiersof past experience.

Tillinghast-TowersPerrin provides a range of potential costs associated with reported claims,
the future development of those claims and IBNR. M SF management has selected the best
estimate within that range as the estimated claims payable, consisting of unpaid claims and
claim adjustment expenses, for fiscal years2005 and 2004. The M SFestimatedclaims payable
ispresentedat facevalue, net of estimatedreinsurancerecoverable, at $511.6M and $452.1M, as
of June 30, 2005 and June 30, 2004, respectively. The estimated claims payable increased
$59.5M from 2004 to 2005, whichincludedreservestrengtheningof approximatel y$15.2M on

e
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prior year claims. M SF currently hasno knowledgeof any significantenvironmental or asbestos
claimsthat would contributeto this estimate.

State law requiresM SFto set premiumsat least annually at alevel sufficient to ensureadequate
funding of the insurance program during the period the rates will be in effect. Anticipated
investmentincomeisconsidered when computing premium ratelevels. Statelaw also requires
the M SF Board of Directorsto establishsurplusaboverisk based capital requirementsto secure
M SF against risksinherent in the businessof insurance.

Acquisition costs represent costs associated with the acquisition of new insurance contractsor
renewal of existing contracts and include agent commissions and expenses incurred in the
underwriting process. M SF acquisition costs are capitalized and amortized ratably over the
subsequent year. Capitalized acquisitioncostsat June 30,2005 and June 30,2004 are $1.3M
and $1.1 M respectively. For the years ended June 30, 2005 and June 30, 2004, acquisition
coststhat wereamortized are $1.1M and $1.5M respectively.

The Old Fund coversthe liability and payment of workers' compensationclaimsfor incidents
occurring before July 1, 1990. Funding for claims payments was provided by Old Fund
Liability Taxes (OFLT) which are no longer in effect. Theonly OFLT activity that remainsis
miscellaneouscollections and adjustments. Old Fund investment earnings must fund future
claimspayments.

An actuarial study prepared by Tillinghast-TowersPerrin for the Old Fund asof June 30,2005
and June 30, 2004, is used to estimate liabilitiesand the ultimate cost of settling claims that
have been reported, but not settled and claimsthat have beenincurred, but not reported (IBNR).
Tillinghast-TowersPerrin providesarangeof potentia cost associatedwith reported claims, the
futuredevel opmentof thoseclaimsand IBNR. M SF management hassel ected thebest estimate
within that range as the estimated claims payable, consisting of unpaid claims and claim
adjustment expenses, for fiscal years 2005 and 2004. Asof June 30,2005, the undiscounted
estimated claimspayableis$104.9M and i s presented at net present valueof $79.1M discounted
at ab.0%rate. Asof June 30,2004, the undiscounted estimated claimspayableis$108.5M and
ispresented at net present value of $80.8M discounted at a 5.25% rate.

Changesin ClaimsLiabilitiesfor the Past Two Y ears

Thefollowingtable presentschangesin the aggregateliabilitiesfor M SFand the Old Fund for the
past two yearsnet of estimated reinsurancerecoverable. Theinformationpresentedhas not been
discounted.
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MSF
2005 2004

'Unpaid claims and claim adjustment expenses at beginning of year $452,115,000 $413,400,000
Incurred claims and claim adjustment expenses:

Provision for insured events of the current year i 149,541,838 136,058,828

Increase(Decrease) in provision for events in prior years 10,070,475 13,568,639
Total incurred claims and claim adjustment expenses 159,612,313 149,627.467
Payments:

Claims and claim adjustment expenses attributable to insured events of CY (25,721,288) (34,574 ,875)
_Claims and claim adjustment_expenses attributable to insured events of PY (74,449,025) (76,337,592)

Total payment (100,170,313) (110,912,467)

Total unpaid claims and claim adjustment expenses at end of the year 511,557,000 452,115,000

(OLD FUND - undiscounted) |

: _ 2005 2004
Unpaid claims and claim adjustment expenses at beginning of year 108,499,935 113,180,563
Incurred claims and claim adjustment expenses:
Provision for insured events of the current year .- -
_ Increase(Decrease) in provision for events in prior years 6,691,189 8,215,581
Total incurred claims and claim adjustment expenses 6,691,189 8,215,581
Payments:
Claims and claim adjustment expenses attributable to insured events of CY - -
Claims and claim adjustment expenses attributable to insured events of PY (10,339,528) (12,896,209)
Total payment (10,339,528) (12,896,209)
| Total unpaid claims and claim adiustment expenses at end of the year 104,851,596 108,499.935
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Risk Management Trend Information

Thefollowingtableillustrateshow the earned revenues of M SF plusinvestment incomecompare
to related costs of loss and other expensesassumed by M SF for fiscal years 1996 through 2005.
In addition, cumulativeamounts related to estimated and actual paid claimsare presented. The
information allows for comparison of actual and estimated claimsand isabasis for developing
revenue and claims information. As data for individua policy years mature, the correlation
between original estimatesand re-estimated amountsis used to evaluatethe accuracy of incurred
claimscurrently recognized for less mature policy years.
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5. AdministrativeCost Allocation

State law (Section 39-71-2352, MCA) requires MSF to separately determine and account for
administrative expenses and benefit payments for claims for injuries resulting from accidents
occurring beforeJuly 1,1990 (Old Fund) from those occurringon or after July 1,1990 (MSF). The
law alsolimitsannual administrativecostsof claimsassociatedwiththeOld Fundto$1.25M. MSF
alocated $1.25M in administration costs to the Old Fund in each of fiscal years 2005 and 2004.
The Old Fund has an $893K obligation to MSF in unrecovered administrativecosts incurred in
fiscal years 2004 and prior. M SF intendsto recover thisamount in future yearswhere the cost of
administeringthe Old Fund is less than the statutorily permitted $1.25M.

6. MSF Didtributions
DividendsPaid to Policyholders

During the fiscal years ended June 30, 2005 and June 30, 2004, the MSF Board of Directors
authorized and paid dividendsto policyholdersfor $5.0M for policy yeas2003 and $1.9M for policy
year 2002, respectively.

Payments from Old Fund to M SF and State of Montana

HouseBill Number 363 (HB 363), enacted by the 2003 M ontana L egidlature, changed existinglaw
regulating the Old Fund transfer of surplus. HB 363 removed the 10% contingency reserve
requirement for the Old Fund and transfersthe reserve as well as any remaining available funds
from Old Fund to the State of Montana General Fund.

Thetransfer amount to the General Fund in fiscal yeas2005is$0 and for 2003is$816K. Referto
Note 7 for additiona information regarding HB 363.

7  Old Fund Net Asset Position

As of December 31, 1998, the Old Fund Liability Tax was terminated and a processwas put in
placeto measurethestatusof the Old Fund's surpluslevel annually on apresent valuebasisusinga
discount factor of 5.0% to determinecompliancewith state law requirementsfor maintaining fund

adequacy.

Section 39-71-2352(5), MCA, provided for the payment of excess funds fromthe Old Fund to the
State of MontanaGenera Fund based on adequatefimdinglevelsinthe Old Fund. Thislaw defined
the term " adequately funded" to mean the present value of:

a) thetotal cost of future benefitsremaining to be paid; and,

b) the cost of administeringthe claims; and,

¢) adjusted for any unrealized gainsand | osses.
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Asstatedin Note 6, HB 363, enacted by the 2003 M ontanal egidlature, changed the law regulating
the Old Fund transfer of surplus. HB 363 requiresthetransfer of any amounts above the amount of
""adequately funded" to the State of Montana General Fund. In addition, future excess fundswill
continueto betransferred to the General Fund.

Asaresult of HB 363, excess fundsto betransferredto the General Fund as of June 30,2004 are
$816K. Therewereno excessfundsto transfer to the General Fund as of June 30,2005. Inorder
to vaueliabilitiesconsi stently with investments, the estimated claimsliability discount rateis 5.0%
in 2005 and 5.25% in 2004. The Old Fund net asset level using apresent val ue discount factor of
5.0% is $(15.6M) as of June 30,2005. Usinga present valuediscount factor of 5.25% as of June
30,2004 the net asset level is$(7.4M). The negativefund balancefor June 30,2005 isthe direct
result of thetransfersmade from the Old Fund to the General Fund mandated by HB 363. Thisdoes
not indicate that the Old Fund does not have adequate financial resourcesto satisfy current claims
obligations. Applying the current actuarially estimated payout pattern of the Old Fund thereis
sufficient invested assetsto meet itsobligationsuntil the year 2014. At that timecurrent law would
require the General Fund to satisfy all outstanding claims when the Old Fund has liquidated all
financial resourcesand cannot meet its obligations.

8. Compensated Absences

MSF supports two leave programs, the State of Montana Leave Program and the M SF Personal
Leave Program, implemented in January 2002. The State of Montana L eave Program coversall
union represented employees. Union represented employeesaccumulate both annual leaveand sick
leave and M SF pays employees 100% of unused annual leave and 25% of unused sick |eave upon
termination. MSF also pays 100% of unused compensatory leave credits upon termination to
nonexempt employees. M SF Personal Leave Program coversall non-union employees. Non-union
employees accumulate persona leave and extended leave. MSF pays employees for 100% of
unused persona leave upon termination but extended leave has no cash vaue at the time of
termination.

M SF absorbs expendituresfor termination pay in its annua operational costs. M SF may allocate
some Of these coststo Old Fund as aportion of the Old Fund administrativecost allocation. The
total leave liability for MSF and Old Fund is$1.8M and $0, respectively, for fiscal year 2005. The
total leave liability for MSF and Old Fund is $1.7M and $OK. respectivelyfor fiscal year 2004.

9. Retirement Plans
MSF and its employees contribute to the Public Employees Retirement System (PERS), which
offers two types of retirement plans administered by the Public Employees Retirement Board

(PERB). ThefirstplanistheDefined Benefit Retirement Plan (DBRP), amultiple-employer, cost-
sharing plan that provides retirement, disability and death benefits to plan members and their
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beneficiaries. Benefitsarebased on eligibility,yearsof serviceand highest average compensation.
V esting occursonce membership servicetotalsfiveyears. Benefitsare established by statelaw and
can only be amended by the legidature.

The second plan is the Defined Contribution Retirement Plan (DCRP), created by the 1999
legislatureand availableto al active PERS memberseffectiveJuly 1,2002. Thisplanisamultiple-
employer, cost-sharing plan that aso provides retirement, disability and death benefits to plan
membersand their beneficiaries. Benefitsarebased on the bal ancein themember's account, which
includesthe total contributionsmade, the length of time the funds have remained in the plan, the
investment earningsless administrativecosts.

Eligible PERS members choose to participatein either the DBRP or DCRP but may not be active
members of both plans. MSF and its einployees are required to contribute 6.9% of annual
compensation in fiscal years 2005 and 2004. MSEF’s contributionsamounted to $867K for fisca
year 2005 and $830K for fiscal year 2004. M SF and its employeespaid one hundred percent of
required contributionsto PERS and thereis no unpaid liability as of June 30,2005.

The PERS financial information is reported in the Public Employees’ Retirement Board
Comprehensive Annual Financial Report for thefiscal year-end. It isavailable from PERB at 100
North Park Avenue, Suite 220, P. O. Box 200131, Helena, MT 59620-0131,406 444-3154.

MSF and itsemployees are eligibleto participatein the State of Montana Deferred Compensation
Plan (457 plan) administered by the PERB. The Deferred Compensation plan isavoluntary, tax-
deferred retirement plan designed as a supplement to other retirement plans. Under the plan,
eligibleemployees elect to defer aportion of their salary until future time periods. M SFincursno
costsfor thisplan.

10. Building

The 1981 Legislature appropriated funds for the construction of aworkers compensation building.
Asof July 1.1990, M SFtransferred the valueof the building from its recordsto the Department of
Administration, which owns most other state buildings and charges agencies rent for their use.
Under an agreement, which expires on July 31, 2007, MSF pays all costs associated with the
building, including utilities, property taxes, janitorial services, and maintenancein lieu of paying
rent.
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11. Contingencies

Murer, d al v. Montana State Compensation Mutual I nsuranceFund, d al., WCC No. 9206-6487,
involves the 1987 legidature's capping of workers compensation benefits ($299.00 a week for total
benefitsand $149.50 aweek for partial benefits) for injuriesoccurring during the period July 1, 1987
through June30,1989. The1989|egidaturereenactedthosecapsfor theperiod July 1,1989 throughJune
30,1991 for injuriesoccurring between July 1,1989 and June 30,1991.

The Montana Supreme Court found that these caps should have expired on June 30,1989 for injuries
occurringbetween July 1,1987 and June 30,1989 and should haveexpired on June 30,1991 for injuries
occurring between July 1,1989 and June 30,1991.

TheMontanaSupreme Court determineda’* common fund” had beencreated.* Asaresult,theMontana

State Fund, under Workers Compensation Court direction, performed areview of approximately 7500
clams. Those claims qualifying are paid 85% of the increased rate, with 15% paid to the clamant
attorney. Thecurrent benefit costsand feesin Murer total approximately$2.0 million. Thecost impact
has been paid or isincluded in Montana State Fund's |ossreserves. Thereview and payment processis
amost complete. Thiscasewill not bereported in futureyears due to the nearly completed process.

* The common fund doctrinewas first addressed for workerscompensation
clamsin Murer v. Sate Compensation Mutual Ins. Fund, 283 Mont. 210,223,
942 P.2d 69, 76 (1997), asfollows:

When a party, through activelitigation, createsacommon fund which directly
benefits an ascertainableclass of non-participatingbeneficiaries, those non-
participating beneficiariescan be required to bear a portion of the litigation costs,
including reasonableattorney fees. Accordingly, the party who createsthe
common fund is entitled, pursuant to the common fund doctrine, to
reimbursement of hisor her reasonabl e attorney fees from that fund.

Stavenjordv. State Compensation| nsuranceFund. Thefirst Savenjord decisionwasissued by the
Workers Compensation Court on May 22,2001. It addressed theissueof whether thefailureof the
Occupational Disease Act (ODA) to provide PPD (permanent partial disability) benefitsequivalent
to the benefits provided in the MontanaWCA (workers compensation act) violatesthe claimant's
right to equal protection of the law. Relyingon the Henry case (previous case from the Supreme
Court finding that vocational rehabilitationbenefitsmust also be paid under the ODA), thecourt held
that MCA §39-72-405 is unconstitutional as applied to Debra Stavenjord. **Where PPD benefits
calculated pursuant to the WCA aregreater than the benefitsavail ableto a claimant under the ODA,
constitutional equal protection guaranteesrequirethat benefitsbe computed and paid in accordance
with the WCA. Theclaimantin thiscaseisentitled to $27,027 under the WCA, versus $10,000
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under theODA." TheMontanaSupreme Court affirmed thecaseon April 1,2003. On August 27,

2004 the Workers Compensation Court held that Stavenjord isretroactiveto June 3,1999 (thedate
of the Henry decision). The Court held that a common fund is created for claimants reaching
Maximum Medical Improvementon or after June3,1999. Thecost of retroactively paying benefits
for claimsin the period of June 3, 1999 through May 21,2001, isestimated at $2.2 million and is
recorded in thelossreservesof thefinancia statements. Thereisnoimpact ontheOld Fund liability
with this ruling. This decision has been appeded to the Montana Supreme Court.  Should the
ultimatedecis on of the M ontana SupremeCourt beto createacommon fundand apply thedecison
retroactivelyto 1987, the cost is estimated at $14 to $19 million dollarsfor the Montana State Fund
(New Fund- for claims on or after July 1, 1990). Should the ultimate decision of the Montana
Supreme Court beto apply thedecision retroactively to 1987, theimpact on the Old Fund liability
for claimsthat occurred before July 1, 1990 is estimated at $5 to $7 million. Find dispositionis
unknown & thistime. The outcomeof arulingreversing the Workers CompensationCourt by the
Montana Supreme Court that would increase MSF and state of Montana liability is reasonably
possble. Actua cost impact should the Montana Supreme Court reverse the Workers

Compensation Court ruling is unknown.

Schmill v Liberty Northwest I nsurance, 2003 MT 80, decided April 10,2003 by the Montana
Supreme Court held asfollows, ""We concludethat the ODA and the WCA treat smilarly situated
classesof workersdifferently. Furthermore, apportioning Schmill’s permanent impairment awvard
for her occupational disease pursuant to § 39-72-706, MCA, of the ODA while providing full

benefits for injured workers pursuant to the WCA is not rationaly related to a legitimate
governmentd interest. Therefore, we concludethat $39-72-706,MCA, violatestheequal protection
guaranteefound at Articlell, Section4 of the MontanaCongtitution. Thejudgment of theWorkers

CompensationCourt isaffirmed.”” TheWorkers CompensationCourt determined that a common
fund existed and the casewas retroactiveto July 1, 1987. Thisdecision wasaffirmed on gpped to
the Montana SupremeCourt. The June 7,2005 decision of the Montana Supreme Court created a
common fund and applied thedecisionretroactively. Thecostisestimatedto be $1.4 to $1.9 million
dollarsfor MSF. Thedecision of the Montana Supreme Court i s estimated to impact the Old Fund
liability in theamount of $800,000for claimsthat occurred beforeJuly 1,1990. Thiswasnot acase
against the MontanaState Fund, but the holdingof thisdecision appliesto Montana State Fund and
the Old Fund. Implementationof the common fund has begun under thedirection of the Workers
Compensation Court. This case has been recorded in loss reserves.

Satterleev. Lumberman's Mutual Casualty Company et al, WCC No. 2003-0840, wasfiled
beforethe Workers Compensation Court on July 18,2003. The Satterleevs. Lumberman's
Mutual Casualty Company case challengesthe constitutionality of state Satute, (39-71-710,
MCA) passed by the Montana Legidaturein 1981. That statute authorizes termination of
permanent total disability benefits and rehabilitation benefits when a claimant receivesor
becomeseligibleto receivefull Social Security retirement benefits or an dternativeto that plan.
Should the statutebe found to be uncongtitutional as applied to permanent total benefits,
Satterlee, et al. request payment of lifetimepermanent tota disability benefits. In addition, the

Page A-42



Montana State Fund
(A Component Unit of the State of Montana)
Notesto Financial Statements
June 30,2005 and 2004

petition requests certification of this caseas a class action or the establishment of acommon fund
for smilarly situated claimants. Petitionersfiled amotion and brief for summary judgment on
the congtitutional issue. The Worker's Compensation Court provided an opportunity for any
workers compensation insurer to interveneuntil June 6,2005. Briefingisto be completed by
September 15,2005, and oral argument is set for October 7,2005. Should 39-71-710, MCA
ultimately be held to be unconstitutional as applied to permanent total disability benefitsby the
Workers Compensation Court and/or the Montana Supreme Court, and also found to apply
retroactively, the cost impact has been estimated for non-settled claimsarisingon or after July 1,
1990 through December 22,2004 at $135 million to $186 million. The estimated cost of
retroactively applying the decision to the Old Fund, for non-settled permanent total disability
claimsthat occurred beforeJuly 1, 1990is $93 millionto $116 million. The potential for liability
for MSF and the State of Montanais reasonably possible. Actual cost impact is unknown.

Reesor v. Montana State Fund, 2004 MT 370. Reesor was receiving socia security retirement
benefits at the time he suffered an industrial accident. He received an impairment award but was
denied other permanent partial disability (PPD) benefitspursuant tosection39-71-710, MCA, which
providesthat personswho arereceiving socia security benefitsor areeligiblefor full social security
retirement benefits are ineligible for PPD benefits other than an impairment award. Reesor
challengedthe constitutionalityof section39-71-710, MCA, on equal protectiongroundsand sought
full PPD benefits. OnJuly 26,2003, theWorkers Compensation Court found 39-71-710, MCA, to
be constitutional. Reesor appealed to the M ontana SupremeCourt, where on December 22,2004,
the Court held that limiting Reesor’s permanent partial benefit pursuant to 39-71-710, MCA,
violated the Equal Protection Clause of the Montana Congtitution. M SF has estimated the cost of
benefitsassociated with aretroactiveapplicationof Reesor. MSF’s estimatedid not includeclaims
with entitlement datesoccurringonor after July 1,1991 through June 30,1995 becausethe Russette
decision appears to make Reesor inapplicable during that timeframe. Excluding the Russette
timeframe, for claims arising on or after July 1, 1990 through December 22,2004, the increasein
benefit costsfor M SFisestimated at $2.0million. For claimsarisingon or after July 1,1987 through
June 30,1990, theretroactiveapplicationof Reesor will resultin an estimated benefit cost increase
of $1.0 millionfor theOld Fund. The potential for thelitigationto createaliabilityfor M SF and the
stateof Montanaisreasonably possible. Actual costimpact should decisionbeapplied retroactively
isunknown.
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MONTANA

STATEFUND

October 24,2005

Mr. Scott A. Seacat
Legidative Audit Division
Room 160, State Capitol
Helena, MT 59620-1705

Dear Mr. Seacat:

Montana State Fund (M SF) appreciatesthe efficient and professiona approach of the
audit staff involved in thisreview of our governmental financia statements. Onceagain,
we are pleased with your issuance of an unqualified opinion without any audit
recommendationson the financia statementswe have presented.

The management and staff of M SF are very proud of our accomplishmentsin serving
Montanabusinesses. We continually strive to improve our operationsto ensureMontana
businesses and the community will continue to benefit from a strong Montana State Fund
many yearsinto the future.

Sincerely,

atrence Hubbard
President/CEO

Montana's imurance carrier of choice and industryleader in service
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